Business and management

Abstract
The main aim of this essay is to investigate that 'Should Glen Appliances pvt ltd setup its own production unit in India, for the goods it currently imports from Europe to reduce production costs?'

The decision is very important for the firm as currently the firm is facing problems in pricing its products and is experiencing low profit margins due to the high import costs of the goods. The decision would help the company to reduce its input costs, increase profitably and the firm would be able to achieve price competitiveness in the market.

Different quantitative and qualitative tools like cost benefit analysis, investment appraisal, and force field analysis have been used to investigate whether the investment is justified or not. All the three tools showed a positive picture and suggested that the investment is financially viable.

This report puts forward that the project is highly beneficial for the firm as the investment cost of the project seems very less as compared to the profits and benefits it promises and this essay firmly suggests that the project should go ahead.
Introduction
The main motive of an entity is to continuously aim for achieving higher profits which are achieved by reducing the costs and maximizing the efficiency. High costs make it a challenge for the firms to compete and therefore firms invest on their production units in order to gain price advantage over their competitors. In this essay I will be considering a similar investment.

'Should Glen Appliances pvt ltd setup its own production unit in India, for the goods it currently imports from Europe to reduce production costs?'

The decision involves high amount of risk as the investment would be very high and the way the company runs will be transformed as the company will start producing everything on its own rather than relying on imports. The decision making would require intensive amount of research and evaluation to make sure that the investment is justified, and would be beneficial for the company in the long run.

Glen Appliances is a private limited company and was setup in the year 1999. It comprises of 3 board members and has a workforce of around 220. The firm deals in the Kitchen home appliances market and serves the upper and upper-middle income class group and is considered as an innovator in the industry. The company's tagline is 'the pulse of modern kitchen', which itself describes the standard and brand image the firm aims to maintain. The company's product portfolio consists of chimneys, built in hobs, built in ovens, cooking range, cook tops, small appliances, and water purification systems. The company positions its products in the premium segment and has a strong distribution channel all over the country. The head office and the production unit are situated in the city Faridabad (India) and have a small production affiliation in the city of Baddi (India).

The company produces its products in India and immensely imports finished and semi- finished goods from Europe. Currently the company has a low profit margin due to the high costs of goods imported which is further increasing due to the subsequently appreciating value of Euro against Rupee and thus is considered as a foreseen threat for the business. The rising cheap imports from china are contributing towards decreasing the company's overall market share. This gives a clear indication to the company that it needs to reduce its costs in order to compete in the market.

Cost of production in Europe is comparatively higher than what it is in India plus transport charges, duties and taxes further increase the cost of goods imported. If the company sets up its own production unit in India, it would reduce the costs by a great margin and lower cost of goods produced, which would mean a higher profit margin. Further to it, the company will also have an opportunity to increase its output to a much higher level which means that the company will give the management a chance to explore international markets.
Research Framework
A research framework is a crucial work done to make sure that the decision to be taken has considered all the internal and external costs and the benefits of the wholesome decision.
Methodology
As the investment is a big decision that is to be made by the company which will not only affect the day to day workings but also the business in the long run. Therefore the research would require high level of contemplation with qualitative and quantitative tools that will be used in order to assess the justification of the investment.
Tools used:
1. Investment appraisal (Quantitative): This tool comprises of the payback period, average rate of return, net present value.

Payback period refers to the time taken by a firm to get the complete cash back of the investment. This time will also be responsible for any further investments by the firm.

Average rate of return tells the viability and the difference between an investment made by the firm in a project to its fixed long term investments.

Net present value is calculated through the discounted cash flow which analyzes the reliability of future cash inflows and the project is reliable only if the net present value is positive.

2. Cost benefit analysis (Quantitative): To analyze firstly, the cost of goods imported from Europe will be calculated and that will include the price at which the exporters sell it, transportation cost, duties and taxes which will give the final cost at which the firm gets the goods. The cost at which the company will produce its goods will also be calculated which will include manufacturing costs (raw materials, wages) and overhead expenses. These costs are then compared in order to evaluate the benefits. The per year output capacity of the production unit will also be calculated. This will make it clear that whether the production unit will be efficient enough for the firm in terms of reducing the input costs or not.

3. Force field analysis (Qualitative): Activities of the business affected by factors, effect the decision. In this tool the internal and external factors, both driving and restraining will be considered. A comparison between both the forces will be done and if the driving forces are more than the restraining forces, the decision will be considered viable.
Sources of information

Primary sources
- Interview with the COO regarding the company's situation, market, problems and possible solutions to the problems.
Secondary sources
- Balance sheet.

- Profit and loss

Both the balance sheet and profit and loss account were needed to know about the previous fiscal years finances and profitability of the firm.

- Cost data associated with the setup of the production unit was used to compare the costs and the benefits of the project.

- Predicted figures after setup of production unit were used in the tools investment appraisal and cost benefit analysis.
Analysis

Investment appraisal:
The payback, average rate of return, discount cash flow will be used to evaluate the viability of the investment.
Payback period
Payback period refers to the time taken by a firm to get the complete cash back of the investment.

Therefore payback period = 10 months 14 days

The payback period of this project which is 10 months 14 days is very close to the payback period expected by the company, which is a year. Also the machinery and infrastructure the company is expected to invest in are very advanced and investing in this machinery will make the firm the strongest amongst its competitors in terms of manufacturing infrastructure. This means that the company will not lack behind its competitors in terms of technology in the coming years and will recover its investment way before the new technology comes in. A short payback period of 10 months would also mean that the firm will be able to make future investments more easily. Even if the figures of projected revenue fluctuate to a lower side than expected, the payback period would still be less than 2 years. This shows that the investment will be highly beneficial for the firm; however other factors have to be taken into consideration to judge the feasibility of the investment. Payback period just gives the time take for the firm to get the complete cash back of the investment; therefore average rate of return would be very calculated.
Average rate of return
Average rate of return takes into account the return over the whole lifespan of the asset and expresses the annual increase in profits resulting from the investment as a percentage of the capital.

The lifespan of machinery is around 6 years. Therefore no of years of project used to find the ARR is 6 years.

The Average rate of return for the first 6 years calculated is 198.83 % which is comparatively higher than what the company expects from an investment which is 90-100 %. The ARR of this project is approximately 190 % higher that the fixed deposit rates in the banks, which is around 8.5 %. The company is a zero debt, which means that company will have very less obstacles in terms of financing the investment. A high ARR of 198.83 % makes the investment in this project highly financially feasible. The risk factor in this project would be less as even if the figures of projected revenue decrease due to any factor, the ARR would still be more much higher than the fixed deposit rate in banks. Therefore any financially capable firm would not reject the opportunity to invest in a project with an assurance of such a high ARR.
Discounted cash flow
In discounted cash flow, net cash inflow and discount factor are used to evaluate the value of future cash inflows in today's terms.

The current inflation rate is around 10-12 percent, therefore a 10 percent discount factor will be considered.

Present value = Net cash inflow X discount factor

Net present value = Total (sum of the present values below) - Cost of investment[6]

The net present value calculated above turns out to be almost 8 times the actual cost of investment which means that profits in the coming years will be higher than the cost of investment in today's terms. According to this the investment looks to be highly viable and thus shows that the project should go ahead.
Assessment of investment appraisal
According to investment appraisal it is clear that the project is highly beneficial for the firm to invest in. The payback period of the investment is just 10 months which means that the firm will be able to do further investments easily. The average rate of return of the investment is 198.83 %, which is more than 180 % higher than any bank fixed deposit rate, thus indicating a comparatively low amount of risk involved in the investment. The discounted cash flow also shows a positive picture of the net present value. Taking the uncertainties into consideration, the figures above indicate that even if there is a further slowdown in the economy, the company would still make profits from this project. However, a market research of changing demand in future could be an answer to this problem.
Cost benefit analysis
This tool is used to evaluate the costs and benefits of an investment to judge its viability.

If the company transfers a part of these benefits to the consumers by reducing the costs, it would be able to increase its sales through competitive pricing.
Output capacity after the setup:
The company will have an output capacity of around 10,000 units per months and a yearly capacity of 120,000 units.

The company currently sells around 60,000 to 70,000 units per year, which means that due the increased production capacity of the firm, it will now have an opportunity to explore new markets. The company recently started exporting its products to Israel, however the quantity exported is very less as compared to its domestic sales. The reason[16] behind this is that the company currently has a restricted output and the cost at which it exports is higher than the cost at which the domestic producers in Israel sell their products. If the firm goes ahead with the decision of setting up the production unit, it would be able to export its products at a cheaper price which will increase the demand for its products in Israel and new international markets.
Assessment of Cost benefit analysis
According to the cost benefit analysis if the company goes ahead with the investment, it would save on its cost by more than twice the amount of the initial investment. The saving evaluated turns out to be around 27% which means that the costs will decrease by a great margin. A massive increase of around 184 % in the net profit margin was seen, which itself justifies the viability of the project. An opportunity for entering into new markets has been seen, and it would be extremely beneficial for the company as it will not only increase the revenue of the company, but will also improve its brand name. The Indian kitchen market is worth 240 million dollars and an annual growth of 15- 18 % was estimated[17] a few months ago. The global recession should not be a problem for the company as the finance minister of India promises a 7.5 - 8% growth rate this fiscal and it has been said that the recession will not affect the Indian economy[18] as compared to economies.
Force Field Analysis:
Every business has its strengths and weaknesses and activities of the business affected by factors, affect the decision. The figure below shows the driving and restraining forces of the decision. The driving and restraining forces of the decision are rated on a scale of 1 to 5 in order to decide whether the driving forces are more than restraining forces or not.
Assessment of Force field analysis
One of the biggest driving forces for the firm is that the economic slowdown has not affected the demand for company's products by a great margin and the demand is expected to remain stable in future. The output of the firm will increases by a great margin. As shown in cost benefit analysis, the costs of production will decrease and will improve the firm's profitability and competitiveness in terms of pricing. As shown in the investment appraisal, the high average rate of return would be experienced after the setup and the investment will have a short payback period.

The restraining forces are comparatively less influential than the driving forces. The most dominant restraining force is that the figures used in the research are projected and might change in the actual scenario. A few restraining forces were found in the interview with the coo of the firm; which were that the gray market in kitchen appliances is increasing, and the cheap quality imports are eating away a small portion of the firm's market share[20]. The bank loan interest rates have been high and it is not a good idea to take a bank at this time. If the quality of the goods produces in the Indian production unit will not be as good as the goods that are imported from Europe, the company's brand image will go down and would thus the demand of the products will go down. In case of a breakdown in the machinery in the production unit, the production process will be halted and thus the deliveries of the goods would be delayed. However the restraining forces are comparatively less influential than the driving forces.

From the figure it is clear that the driving forces of the decision (21) are comparatively more than the restraining forces (18). These factors thus suggest that the investment would be beneficial for the firm and the project should go ahead. Although there might be some factors which are not considered right now and might directly or indirectly affect the activities of the business and thus might be crucial in the decision making.
Conclusion
'Should Glen Appliances pvt ltd setup its own production unit in India, for the goods it currently imports from Europe to reduce production costs?'
· The analysis of the tools suggest that the project should go ahead as all the three tools employed give positive results and show the project to be financially and otherwise feasible for the company.

· This project suggests a solution to the company's problem of high import costs due to unfavorable exchange rate of Euro against Rupee, high duties, taxes and transportation costs. Different sources like swot analysis, balance sheet and profit and loss account, interview with the COO were used to conduct the research.

· The projected future revenue figures and investment costs were used to calculate the payback period of the investment which turns out to be just 11 months. The ARR of the project was estimated to be a high as 198.83 % which is much higher than the fixed deposit rates in any bank. These figure suggested that the investment would involve low risk and thus would be very advantageous for the company. The discounted cash flow, in which the net present value was calculated, also showed a positive picture stating that despite of any uncertainties like inflation, etc in the future, the project would still be profitable.

· According to the cost benefit analysis, the projected cost of production after the setup turned out to be around 27% lower than what it currently is. Lower cost contributed towards increasing the Net profit margin by a mammoth 183.89% which itself justifies the viability of the project. Due to the increased production after the setup, the firm would get an opportunity to explore new markets. According to COO of the firm the recession has not affected the demand for its products by a huge margin and it was stated that the demand would remain stable in the future.

· In force field analysis, where the driving and restraining forces were compared; it turned out that the driving forces of the decision were more than the restraining forces. This shows factors affecting the decision are in favor of the project.
Recommendation
· The research has made it very clear that the project of setting up a production unit in India would be highly beneficial for the firm and without any hesitation I would recommend that the firm should go ahead with the project.

· The investment of the project seems very less as compared to the profits and benefits it promises.

· The Indian kitchen appliances market is worth 240 million dollars and an annual growth of 15- 18 % is expected in the future.

· This project will give the firm an advantage of low costs as compared to its competitors in the market thus making the firm price competitive, even in the long run.

· The project will ensure that the firm is able to meet the increased demand in the future, both domestic and international.

· The economic slowdown has not really struck the Indian kitchen appliances market and therefore the investment will include less amount of risk. However the firm needs to keep a constant check on the changing demand levels.

· Due to the economic slowdown this year, the company's attitude towards investment might be a little conservative. Therefore in order to reduce the risk factor even more, instead of completely shifting from imports to producing everything in India; the firm could go ahead with an alternate option of setting up a comparatively smaller production unit in India right now and at the same time continue importing from Europe, however in a lower quantity than before and gradually increase the size of the production unit after a few years.

· This report has made it clear that this project would turn out to become a fortune originating decision for the company.
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See Appendix 3

See Appendix 2

Net cash inflow = 20 % of the expected revenue from the investment. For expected revenue see Appendix 4

Refer to table 4 for Cost of investment.

Total profit = Total net cash inflow (see table 1) - Total cost of investment (see table 4)

Refer to table 4 for Cost of investment.

Refer to table 1 for Net cash inflow.

For discount factor used above, refer to the website http://www.fao.org/docrep/X5648E/x5648e0k.htm

For costs before the setup refer to the Profit and loss account in appendix 2

Refer to the interview with the COO of the firm (appendix 3)

For revenue refer to the Profit and loss account in Appendix 2

For cost of goods sold before and after the setup, refer to [Total] costs in Table 5.

Overhead and other expenses include Administrative expenses, Selling expenses, Financial & bank charges, Depreciation, Income tax, Wealth tax, Fringe benefit tax, Deferred tax asset. For these expenses refer to the Profit and loss account in appendix 2.

Refer to the interview with the COO of the firm (Appendix 3)

See the article on Appendix 4

Refer to the interview with the COO of the firm (Appendix 3)

See the article on Appendix 5

See the article on Appendix 6

Benefits taken in the above table is the cash inflow for year 1. Refer to table 1

Refer to the interview with the COO of the firm (Appendix 3)

